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EXECUTIVE SUMMARY 

The Utilities Division Staff respectfully urges adoption of the Settlement Agreement 

reached between itself and UniSource Energy Corporation and Citizens Communications 

Company. It is a multi-faceted agreement which resolves numerous rate and regulatory issues in 

a manner that is fair to ratepayers. 

It should be emphasized at the outset that in the sale and transfer transaction, UniSource 

effectively bargained for a purchase price significantly below the book value of the various 

electric and gas assets being transferred. Further, UniSource has agreed within the Settlement 

Agreement to pass the purchase price savings on to customers in ongoing m d  hture  regulatory 

procedures. Certain of the referenced savings included within the Settlement Agreement were 

originally included within the Joint Application filed by UniSource and Citizens with this 

Commission on December 6, 2003. Other additional concessions were negotiated with Staff and 

were subsequently included within the Settlement Agreement. The discounts to book value 

being achieved, and the savings inuring to ratepayers as a result of such discounts, can be viewed 

as the equivalent of, or analogous to, this Commission ordering significant plant and Purchased 

Power and Fuel Adjustment Clause disallowances following litigation of highly complex and 

controversial issues that address decisions made and actions taken by Citizens over a number of 

years. 

The Settlement Agreement provides for an increase in the PPFAC factor as well as base 

gas rates. While the electric and gas increases included within the Settlement Agreement are not 

insignificant, they dwarf the exposure the ratepayers face through continued litigation of a 

number of issues at the ACC and appeals court level. Specifically, Staff urges the adoption of 

the Settlement Agreement in its entirety, without significant or substantive modification, for the 

following major reasons: 

0 In August 2002, Citizens filed for an annual increase in base gas rates of $21.0 million 

(28.9 percent). Significantly, the noted Citizen base rate request filed in August 2002 
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was not “typical” of many energy filings which Citirens made during the 1390s wherein 

it repeatedly filed for much higher rates than ultimately proved justified. To the 

contrary, the August 2002 requested increase was premised primarily upon the near- 

tripling of rate base which has occurred since the last Citizens gas rate case filed in 1995. 

Specifically, over the last eight years, Citizens has added $133 million in gross plant in 

service - with most of those expenditures related to an ACC-endorsed Build Out 

Program. As noted within the ensuing section, Staffs analysis indicated that in all 

likelihood, Citizens acted imprudently in proceeding with certain elements of the Build 

Out Program without further study. Through a combination of 1)  a discount-to-net- 

plant-book-value achieved in the purchase price of the gas plant ($30.7 million) and 2) 

an additional $10 million prudence disallowance ultimately acquiesced to by UniSource, 

the Settlement Agreement base rates being proposed for gas customers cumulatively 

reflect what would be equivalent to a $40-plus million plant prudence disallowance - in 

this and all future rate cases. To emphasize the significance of such concession, i t  is 

noted that the removal of $4O-plus million of Citizens’ requested plant in service is 

equivalent to approximately one-third of all gas plant added by Citizens since it filed its 

last gas rate case in 1995. 

0 Customers will avoid a potential increase in their bills of over $135 million from 

Citizens’ under-recovered PPFAC balance plus future carrying costs, because in the 

Settlement Agreement UniSource and Citizens m i l l  forfeit their rights to this under- 

recovered balance. The reduction to the electric rat, base from the negative acquisition 

adjustment of approximately $93.8 million should result in customers enjoying longer 

run avoidance of rate increases or, possibly, future rate reductions. Customers will 

experience stability in power costs included in the PPFAC for the next five years, and a 

guarantee of stability in total electric costs for the next three years related to the rate case 

moratorium. Further, if the Settlement Agreement is approved, electric customers 

should have the ability to choose alternative power suppliers in less than two years, and 

if customers find lower alternative power prices, they will be able to benefit from those 

prices without the burden of paying stranded costs. There will be an increase in the 
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PPFAC rate which will reflect only actual power costs after the date of the Decision, 

resulting in a new adjustor rate of $0.01825 per kWh. However, UniSource is 

attempting to negotiate for lower power costs, and if successful, will pass on sixty (60) 

percent of any savings to customers pursuant to the Settlement Agreement. 

0 UniSource agreed to several limitations related to the financing of the sale and transfer 

of the gas and electric assets. First among these is if a loan from TEP to UniSource 

becomes part of the financing, the loan would be at a higher interest rate than UniSource 

originally requested, resulting in more interest income to TEP, ultimately benefiting TEP 

ratepayers. Second, the loan from TEP would be for foil years rather than the ten years 

that UniSource originally requested, reducing the length of time that TEP’s funds are at 

risk. Third, the Settlement Agreement places dividend restriction on the New 

Companies and tightens the current dividend restriction on TEP. This restriction was 

agreed upon to protect the earnings of the regulated Arizona utility from the possibility 

of failed ventures of the parent, UniSource. Finally, the settlement Agreement contains 

a condition to hold TEP’s ratepayers harmless from any increases in TEP’s cost of 

capital as a result of the loan to UniSource. Taken together, these restrictions 

significantly reduce risk to the current TEP ratepayers and the ratepayers of the New 

Companies. 

Staff respectfully urges the Commission to adopt the Settlement Agreement without 

significant modification. There may be elements that one would desire to change individually. 

Indeed, during negotiations, Staff at times bargained for different or additional concessions. 

However, the Settlement Agreement taken as a whole reasonably balances diverse interests, is 

fair to ratepayers and consistent with the public interest. 

Ultimately, in Staffs opinion, the electric and gas rate increases being recommended for 

approval herein pursuant to the Settlement Agreement are no higher than, and in all likelihood, 

Zower than, what would eventually have been allowed in the way of rate relief at the ACC or 

appellate court level. Staff would note that if the transaction is terminated because UniSource 
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simply cannot accept terms being suggested or imposed, and it  Lvithdraws from the transaction, 

that it is probable ratepayers will eventually be harmed. So, again, adoption of the Settlement 

Agreement as proposed, without significant modification, is recommended by the Utilities 

Division Staff. 
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OVERVIEW 

Consolidation of the Three Cases 

Although filed separately and on different dates, Staff believes that the three cases are 

inexticably linked and should be evaluated together. The three cases are linked bccause within 

the joint CitizensKJniSource application, UniSource modified both the Citizens request for a gas 

rate increase and Citizens request for a new PPFAC rate. UniSource reduced the requested 

increase in gas rates to reflect the difference between the book value and the purchase price along 

with other adjustments, reducing the requested increase in revenues from 28.9 percent to 20.9 

percent. Also of great significance, UniSource modified the requested recovery of the under- 

recovered PPFAC balance estimated to be at least $135 million by July 28, 2003, to zero. 

A Procedural Order was issued on February 7, 2003, recognizing the interdependence of 

the three cases and consolidating them. When UniSource and Citizens approached Staff to begin 

settlement negotiations, Staff accepted the invitation in the belief that the meshing of issues and 

the interdependency of relevant facts and requested approvals presented a logical and appropriate 

opportunity to resolve the three cases together. 

Settlement Negotiations 

On January 13, 2003, Staff organized a general meeting with the applicants and 

approximately 30 of the intervenors' representatives. At this meeting, the applicants discussed 

and described the application. On January 22nd and 3lS', Staff held additional meetings during 

which Staff and the intervenors aired and discussed their issues and the applicants responded. 

Due to the abundant number of issues and the mmber of details that needed to be extensively 
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discussed, it would have been unreasonably cumbersome for Staff to negotiate with the Join1 

Applicants with all other parties present. Therefore, Staff indicated that it would continue 

negotiations with Citizens and UniSource and that the other parties should attempt to come to an 

agreement with the applicants on an individual basis. On March 3lS‘, Staff held a final meeting 

with the intervenors explaining the main points of the proposed Settlement Agreement and 

responded to the questions and concerns of the individual intervenors. 

Summary of  the Benefits of the Settlement Agreement 

In later portions of this Report, Staff will detail the many benefits of the Settlement 

Agreement. However, at the outset, we will summarize those benefits that are especially notable. 

In general, Staff believes that a number of benefits would be difficult or impossible to achieve and 

pass on to the ratepayers within the context of a normal rate case and sale of asset proceedings. 

By far, the single most significant benefit is the “forgiveness” or permanent writedown of 

the “under-recovered’’ purchased power costs included u itliin the AED’s PPFAC bank balance at 

the time of the closing of the asset purchase transaction. The current balance is $124.0 million 

and rising. It is estimated to reach at least $135 million by July 28, 2003. The forgiveness of this 

amount by UniSource saves the AED’s residential customers approximately $12 per month. 

The Settlement Agreement also includes a provision whereby the ratepayers will benefit 

immediately if UniSource is able to renegotiate its purchased power contract with Pinnacle West 

Energy. Pursuant to the Agreement, 60 percent of the savings from the renegotiated contract will 

flow through to the ratepayers. In contrast, because Tucson Electric Power Company and 
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Arizona Public Service Company do not currently have a purchased power or fuel adjustor 

mechanism in place, they are able to keep any savings from renegotiated power and fuel 

contracts. Their customers would only receive such a benefit after a full rate case. 

The Settlement Agreement will also benefit customers by the reduction of the requested 

increase in gas rates from $21.0 million as originally requested by Citizens (or UniSource’s 

original proposal contained within the Joint Application of 5 16.6 million) to approximately $15.2 

million per the Settlement Agreement. The reductions result primarily from UniSource’s 

willingness to recognize the piirchase price of the assets in rate base rather than the book value of 

the assets. Additional reductions were achieved when UniSource agreed to a further S1O.O 

million permanent agreed-upon disallowance from rate base and related depreciation expense due 

to Build-Out Program excesses. Although in the past, the Commission has removed plant that 

was not used or useful from rate base or deferred its ;,covery. it has not reduced rate base due to 

the market value of L u!i!iPj’s assets. Thus, this voluntary, permanent reduction in rate base 

would be unlikely outside of these dockets. 

It is also problematic for a utilities commission to limit a utility’s right to file for rate 

increases. However, a three-year moratorium on the AED and AGD rates was achieved through 

the Settlement Agreement. 

Electric competition remains at the forefront of Anzona regulatory issues. The Settlement 

Agreement contains a provision whereby within four months of approval of the Agreement, 

UniSource will file a plan to open the AED’s service territory to retail electric competition by 
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December 31, 2004. The Agreement, then, requires actions on the part of UniSource that may 

accelerate the timing of the implementation of retaii competition in the AEC territory. Electric 

competition could be especially of great benefit to the Cities of Nogales and Kingman in reducing 

the cost of electricity for their citizens. 

Also related to the acceleration of electric competition in the AED territory, the issue of 

stranded generation costs was addressed by the Settlement Agreement. Approval of the 

Agreement will eliminate the time and expense of a separate proceeding. Pursuant to the 

Settlement Agreement, UniSource agreed to permanently forgo recovery of any potential stranded 

generation costs. It is doubtful that a separate proceeding could result in a more favorable result 

for the ratepayers. 

The Sale of Citizens -4rizona Gas and Arizona Electric Division Assets to UniSource 

The current purchase agreement to sell the AED to UniSource is not the first purchase 

agreement entered into by Citizens to sell those assets. I n  May 2000, Citizens applied for 

approval to se!l the AED assets to Cap Rock Energy Corporation, a Texas-based electric 

cooperative. The sales price in that transaction was $210.0 million while the book value of the 

assets was $163.0 million resulting in an acquisition premium of $47 million. The current 

purchase price offered by UniSource is $92 million while book value is $187 million resulting in 

an acquisition discount of $93.8 million including the effect of transaction costs. It is reasonable 

to assume that if Cap Rock had consummated the purchase, there would have been efforts to 

recover the acquisition premium. 

. . *  
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Cap Rock was proposing to finance the acquisition with $191.0 million of long-term debt 

at approximately 9.0 percent interest and the remainder with preferred stock with a 12.0 percent 

dividend rate. The transaction was subsequently cancelled when Cap Rock could not obtain 

financing. 

The proposed UniSourceKitizens transaction contrasts favorably R ith the CitizensKap 

Rock transaction. Had the Commission approved the Cap Rock transaction, a financial burden 

may have eventually been placed on the AED’s rate payers related to CAP Rock’s high financing 

costs and large acquisition premium. The UniSourceKitizens transaction diminishes such risks. 

Furthermore, UniSource is an Arizona-based holding company focused primarily on providing 

utility service in Arizona. Both Cap Rock and Citizens are based in other states. 

Another factor supporting the sale of the assets to UniSource is that since 1999, Citizens 

has been trying to exit the electric and gas business. Its primary focus continues to be 

telecommunications service. In contrast. CniSoitrce contiiiiies to focus on and expand 1 ts energy 

service. 

The rest of this report will further detail, explain and support the various sections of the 

Settlement Agreement. Staff strongly believes that it is in the public interest for the Commission 

to adopt the settlement agreement and approve the three applications at issue. 

. . .  

. . .  
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GAS RATE CASE ANALYSIS 

Maior Agreements Reached with Regard to Citizens Arizona Gas Properties' Base and 

Purchased Gas Adjustor Rates 

The major elements of the Settlement Agreement affecting Citizens Arizona Gas 

Properties' regulated retail rates and books of account include the following: 

0 In August 2002, Citizens filed a Gas Base Rate Application with the ACC wherein it 

sought a $21,005,521 annual increase, or an overall average increase of 28.9 percent. 

Pursuant to the Settlement Azreement, base gas rates u i l l  increase S 15.19 1,276, which 

equates to an average overall increase of 20.9 percent. 

0 UniSource negotiated a purchase price that was $30.7 million below the net original 

depreciated cost of Citizens' Arizona gas properties included within the December 3 1,  

2001 Test Year end rate base, resulting in a negative acqz~isition adjustment. The 

settlement rates pass on all sakrings from the negotiated sales prices to Arizona retail gas 

ratepayers, in the instant case, as well as all future rate cases until such time that the 

negative acquisition adjustment is fully amortized. 

0 The settlement rates incorporate a $10 million write down to gas plant in service 

attributable to the Build Out Program. This noted $10 million write down to gas plant in 

service is separate and distinct from, and above and beyond, the negative acquisition 

adjustment described in the previous topical point. Like the negative acquisition 

adjustment, the $10 million write down to gas plant in service attributable to the Build 
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Out Program represents apermanent write down to plant in service that will result in 

savings in future Anzona gas base rate proceedings as well as in the instant case. 

0 Base rates will not be changed for a three-year period barrin, a) an emergency condition, 

or b) a material change in cost of service attributable to a select set of events that are 

beyond the control of UniSource. 

0 The b2se rate increase is being proposed to be spread evenly among all retail rate classes. 

Further, for residential customers, the customer charge is being established at $7.00 per 

month. While such change represents a fairly significant percentage increase fi-om the 

current monthly customer charge of $5.00 a month for the Northern Arizona Gas Division 

(“NAGD”) and $5.26 for the Santa Cruz Gas Division (“SCGD”), it is significantly below 

the Citizens-proposed monthly charge of $10.00 per month, as well as Citizens’ cost-of- 

service justified customer charge of $15.99 per month. Further, rates for the NAGD and 

the SCGD have been consolidated for this case and all fiiture cases. 

0 A new base cost of gas of $0.400 per therm is being rolled into base rates. This larger 

base roll-in amount should produce lower future PGA factors and billing values while 

better reflecting higher recent and ongoing gas cost levels. 

In the ensuing sections, we provide a history of events, a discussion of analyses 

undertaken, a listing of concerns and issues identified as a result of analyses undertaken, as well 
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Gas Rate Case Background 

On August 6, 2002, Citizens Communications Company (formerly known as “Citizens 

Utilities Company”) filed a base rate application that sought to increase Arizona retail base gas 

rates by $21,005,521. The requested increase equated to an average overall increase of 28.9 

percent for all retail customers. Further, with its filing Citizens sought to combine, or consolidate, 

its Northern Arizona Gas and Santa Cruz Gas Divisions’ operations for rate or tariff purposes. 

The August 2002 filing was the first Citizens gas base rate filing made since October 18, 

1995. Citizens’ 1995 filing culminated in a relatively modest $2.7 million (6.0 percent) increase 

in the Northern Arizona Gas Division’s rates. Signifi,antly, during the nearly eight-year span 

since Citizens’ last Arimnz 62s r;cte case, the Company invested approximately $133 million in 

gas plant. This significant investment in gas plant is the primary contributor to the near-tripling 

of rate base that Citizens was requesting within its August 2002 rate filing versus what had been 

requested within its 1995 gas rate case. As discussed in a separate section below, the majority of 

Citizens’ plant additions during the noted eight-year period is attributable to the Company’s 

Arizona Build Out Program - a program designed to expand Citizens’ gas service to relatively 

remote, low density and high-cost-to-serve areas. 

Because of the size and complexity of Citizens’ 2002 base rate filing, in conjunction with 

other regulatory projects which were straining the internal resources of the Utilities Division 
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Staff, a request for proposal to undertake most major elements of the review of Citizens’ rate 

filing was issued. Upon review and receipt of various bidders’ proposals to undertake the 

requested rate review, the Utilities Division Staff issued a contract to the consulting firm of 

Utilitech, Inc. Utilitech had undertaken the rate review of numerous Citizens rate a;jplications in 

Arizona as well as Hawaii throughout the 1990s. The Utilitech contract was awarded in early 

December 2002 wif!i the initial revie\v uork and issuance of substantial disco\ ery commencing 

almost immediately upon contract award. 

On December 19, 2002, UniSource and Citizens filed the Joint Application which is now 

the subject of this Staff Report. With the filing of the noted Joint Application, Staffs review 

(including the various analyses being undertaken by contractor Utilitech) was modified and 

expanded to include consideration of how the Arizona properties’ gas cost of service might 

zhange as a result of &e UiiiSource acquisition. Such tasks were undertaken in addition to the 

Griginal task of determining an appropriate revenue level assuming continued Citizens ownership 

of such Arizona gas properties. 

It should be noted that the acquisition of the Arizona gas properties is not envisioned by 

UniSource to result in significant “overhead” or other “economies of scale” savings that 

frequently occur when utility properties are sold or merged with larger entities. To the contrary, 

as the “acquirer,” UniSource is a smaller entity than Citizens which has historically owned energy 

properties in a number of jurisdictions. There is expected to eventually be some savings from the 

operation of the contiguous electric properties - but these savings are expected to be relatively 

modest. Thus, the “savings” which UniSource projects, and which were incorporated within the 
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revised and downwardly-adjusted Arizona gas base rate request included within the noted Join1 

Application, is premised almost entirely upon the reflection of the negative acquisition 

adjustment. As noted previously, the negative acquisition adjustment has materialized as a result 

of UniSource’s acquisition of the Citizens gas properties significantly below the net depreciated 

original cost book value. 

Summary of Citizens’ August 2002 Base Rate Application 

Durins the 1990s, Citizens filed several rate applications with the ACC to increase retail 

electric and gas rates. Citizens’ rate requests could be broadly characterized as “aggressive,” 

typically proposing a significantly larger increase than ultiiiiately proved to be justified. Ln fact, 

through much of the 199Os, Citizens obtained through negotiated settlements or ACC orders in 

contested cases, increases that represented a relatively small fraction of various initial Citizens 

requests. Utilizing such historical Citizens rate case results as a benchmark, the settlement rates 

being recommended herein may, at first glance, appear “excessive.” 

However, Citizens’ August 2002 gas rate application can be distinguished in many 

respects from the “typical” rate request undertaken throughout the 1990s. Specifically, in the 

August 2002 rate application Citizens has not reflected any of the following cost of service 

positions that it frequently promoted, but failed to obtain ACC approval for, during the 1990s: 

0 Construction Work in Progress (“CWIP”) in Rate Base: Throughout the 1990s Citizens 

frequently sought to include CWIP within its rate base request. Such requests were made 
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notwithstanding universal rejection by the ACC. In the instant case, Citizens has no1 

proposed to include any CWIP in rate base. 

0 Weather Normalization: Citizens typically did not post a “weather normalization” 

adjustment in cases filed during the 1990s. In the instant case, Citizens proposed an 

adjustiiient to normalize for n eather e\ en though such adjustment had the impact of 

lowering its requested rate increase. 

Year End Customer Annualization: Adjustments to recognize growth i n  revenues related 

to growth in number of customers through test year end were seldoni proposed by 

Citizens in cases filed in the 1990s - even though such adjustments were routinely 

accepted by the ACC in Citizens as well as other Arizona utility rate orders. Citizens did 

post a year-end customer annualization in the h t m t  case - consistent with prior ACC 

precedent. 

0 Post-Test 1 Gar Expense - justment: Citizens was notorious for proposing a( iustments 

to recognize post test jlenr expense increases, while ignoring offsets in other expense 

areas or post-test year growth in revenues. In the instant case, Citizens undertook a better 

job of “matching” test year revenues and expense levels. 

0 Administrative Offices Expense: Throughout the 1990s, the ACC was critical of 

a) certain charges being allocated from Citizens’ various administrative offices, as well as 

b) the high level and seemingly duplicative nature of the various administrative office 
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expenses being assignedallocated to Arizona utility properties. In this case, Citizens did 

a very thorough job of removing administrative office expenses that the ACC had 

previously disallowed, and furthermore, “capped” the total administrative office expense 

level to the amount found acceptable in the I993 tn t e  c u e  (i.<~., SI..? t7iilliorz). In other 

words, Citizens has capped its administrative offices expense to a level found reasonable 

by the A C r  nearly a decade ago. 

0 Depreciation Expense: In the 1990s, Citizens occasionally sought to increase its 

depreciation rates for energy properties owned in Arizona. In the instant case, Citizens 

has proposed to reduce its Arizona gas depreciation rates. Further, Staff found the 

depreciation study presented by Citizens in this case to be well documented employing 

assumptions generally thought to be reasonable. 

In short and in sum, the Citizens application made iu  August 2002 is not “typical” of the 

rate filings i t  made throughout the 1990s inasmuch as a much more balanced test year approach is 

being proposed. Further, Citizens incorporated many ACC-adopted adjustments that it had 

routinely fought and lost throughout the 1990s. Thus, the very significant increase being 

proposed by Citizens within its August 2002 rate filing was being justified primarily by the 

significant dollars the Company had invested within the Arizona Build Out Program. Its 

requested increase was not being significantly “exaggerated’ by reflection of the many 

adjustments it had previously proposed - and which the ACC routinely rejected - in rate 

applications occumng throughout the 1990s. 
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Arizona Build Out Program 

As noted previously, the investment which Citizens made in the Build Out Program over 

the previous eight years was, by far, the largest element driving Citizens’ significant gas rate 

request. In order to understand the Staffs view of the Settlement Agreement, it important to 

understand the history and experience of Citizens’ Arizona Build Out Program. 

Thus, by way of background, in 1991, Citizens acquired the Certificate of Convenience 

and Necessity and natural gas transmission and distribution facilities in Northem Anzona from 

Southern Union Company. In Decision No. 57647, the ACC approved the asset purchase subject 

to certain restrictions and obligations that it  placed upon Citizens. These included a requirement 

that Citizens submit a long-term plan “of at least five years” to the Director of the Utilities 

Division concerning extension of service in the certificated area, and an obligation to extend gas 

service to areas where “it is economically feasible to do so.” 

In 1993, Citizens filed a general rate case application that included a “1993-1997 Build 

Out Plan” wherein Citizens proposed to spend approximately $53 million in capital improvements 

over a five-year period in order to ultimately extend service to an additional 20,000 potential 

customers. The plan included reinforcement of the existing infrastructure for the then-current 

customers, as well as the necessary expenditures for pipeline mains and service lines to extend 

natural gas service to homes and businesses in portions of the Northern Anzona Gas Division’s 

service area that did not have service. At that time, Citizens estimated that the required 

expenditures would more than double the Company’s investment in gas plant facilities in 

Northern Anzona. 



1 I Within the 1993 rate application, Citizens requested unique rate treatment that would 

allow it to surcharge customers taking service in previously unserved areas. Additionally, 

Citizens sought unique accounting authority to defer or capitalize carryng costs on portions of the 

Build Out Program investment even after elements were placed into service. With minor 

exception, the ACC authorized Citizens’ surcharge and accounting authority requests. 
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In 1995, Citizens filed its next general rate case application for the Northern Arizona Gas 

Division. Within the 1995 rate filing, Citizens described the status of the Build Out Progam, 

including some of the problems being encountered. Citizens indicated within the 1995 filing that 

i t  remained committed to the Build Out Program, but that completion of the program would be 

delayed until at least 1998. 

The 1995 general rate case was finalized with a settlement agreement between Citizens, 

the Arizona Corporation Commission Staff, the Residential Utility Consumer Office, and the 

Arizona Community Action Association. The Commission issued Decision h o .  59S7 j  approving 

the settlement agreement. Neither the settlement agreement nor the Commission Order made any 

reference to the reported status or announced extension of the Build Out Plan. The decision did 

require that the surcharge established within the 1993 rate case (Decision No. 58664) should be 

revisited within Citizens’ next general rate case, but in any event, should not continue beyond the 

completion of the Build Out Program. As the Build Out Plan proceeded, the delays and 

difficulties experienced in extending service continued and the Program extended well beyond the 

anticipated 1998 completion date projected within the 1995 rate filing. 
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Several important observations should be noted when considering the history of the Build 

Out Program and the ACC’s actions regarding such program: 

0 The concept of the Build Out Plan was initially supported L ,  the ACC within its Order 

approving the Citizens acquisition of the Southern Union Gas Company Arizona gas 

properties. It was again endorsed by the ACC nithln the 1993 rate case Order (Docket 

No. 58664) which approved unique rate and accountmg treatment for the capital intensive 

construction program. 

0 While the ACC was initially and subsequently supportive of a Build Out Plan, it was 

always with the understanding and intent that construction program cost to serve new 

customersiareas should not be heavily subsidized by “existing customers.” 

0 The Build Out Program occurred at a much slower pace, and at a much higher cost, than 

what was originally anticipated when presented to the ACC by Citizens in Docket 

No. 58664. 

Observing the tremendous investment that Citizens had made in the Arizona Build Out 

program, and the significant impact that such investment was having upon the cost of service 

which the Company was presenting within its August 2002 rate application, the Utilities Division 

Staff undertook an investigation designed to answer a number of questions and concerns, 

including - but not necessarily limited to - the following: 
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1. How does the final cost of the Build Out Program compare to the original estimates 

presented to the ACC in the 199311994 time frame? 

2. How r,iuch of the Build Out Program costs were incurred to be able to safely and reliably 

serve e.xisting Citizen service territories (for which there would be a continuing obligation 

to sene)  and how niiich were incurred to ser7.r new territories not previously served (and 

for which there would be no obligation to provide ziiiecoizonzic service)? 

3. What were the major causes of the Build Out Program cost overrun? 

4. Of the major causes of the Build Out Program cost overrun, how many were within the 

control of Citizens? 

5 .  How much, if any, of the Build Out Program cosL, was imprudently incurred? 

6. Did it remain “economical” to serve new territories @veri the higher-than-originally 

projected Build Out Program costs? 

7. Will Citizens customers taking service prior to the Build Out Program end up szgnzficantly 

subsidizing newly acquired customers taking service in previously unserved territories? 

In an attempt to answer the above-listed as well as other corollary questions, numerous 

written discovery questions were submitted, numerous Build Out Program studies and documents 

were reviewed, and two separate interviews with Citizens’ NAGD Vice President and General 
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Manager, Gary Smith, were undertaken. Several important observations were made as a result of 

this review process. 

First, by and large, the significant cost overruns incurred were as a result of a combination 

of events including 1 )  underestimation of costs originally presented to the ACC, 2 )  new 

environmental regc!ations and new governmental construction requirements, not in effect at the 

outset of the Build Out Program, drove up construction costs significantly from that originally 

projected, 3) unforeseen rock caused the installation costs to be multiples of that initially 

anticipated for certain areas of the Build Out Program, 4) the Company became responsible for 

installation and maintenance of services located on customers' property [at the time the Build Out 

Program was first contemplated, customers were responsible for the installation and cost of 

services located on customer property] and 5) changes in right-of-way requirements not in effect 

at the outset of the Build Out. 

In addition to costs not foreseen at the outset of the Build Out Program, the economics of  

the program have also suffered as a result of fewer customers signing up for service in new 

service territories, and fewer conversions to natural gas service from electric or propane service, 

than was originally envisioned near the outset of the program. 

In general, Staffs investigation has led to a conclusion that the cost overruns experienced 

were largely out of the control of Citizens management. The one possible exception to this 

conclusion is that Staff questions whether additional geological surveys should have been 
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undertaken prior to embarking upon construction in areas that ultimately contained significant 

amounts of rock that had to be sawed through at extremely high costs. 

While not highly critical of the cost ovemins experienced, Staffs investigation has lead to 

a significant concern regarding Citizens’ failure to re-evaluate the economics of serving certain 

new territories as it  experienced changing high cost go\ ernmental and en\ ironmental 

requirements, and as it experienced installation costs much higher than originally projected as a 

result of hitting rock that had not been anticipated. Specifically, the Staff is critical of Citizens for 

not re-evaluating the Build Out to the Pinetop-Lakeside. Camp Verde and the Village of Oak 

Creek communities. If Citizens had not sold its Ar imia  gas properties to UniSource at a 

significant discount to book value, and if UniSource had not agreed to pass such purchase price 

savings on to retail gas customers, it is almost a certainty that significant issues would have been 

presented to this Commission in the Citizens gas rate case regarding the Company’s decision to 

proceed with the Build Out Program in certain high-cost-to-serve areas in  the face of much- 

higher-than-originally-forecasted capital costs and lon er-thcin-lbrecasted-custonier gron th .  

As previously noted, UniSource negotiated a purchase price for plant in service being 

acquired which is significantly below the net plant in service value included within Citizens’ 

proposed gas rate base. While one will not observe any connection between the $30.7 million 

negative acquisition adjustment and the cost overruns of the Build Out Program in the 

UniSourceKitizens Asset Purchase Agreement, in the view of the Utilities Division Staff, the two 

events are very much connected. Specifically, the Staff notes that throughout the 1990s utility 

properties were typically sold at a significant premium above net depreciated original cost book 
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value. Further, in those cases, the acquiring utilities frequently sought direct or indirect rate 

recovery of the premium they were paying. 

UniSource’s acquisition of the Arizona gas properties (it a discount to tiet depreciated 

original cost book value is very unusual. Further, UniSource‘s settlement proposal to reflect the 

negative (icquisition u:ljustmeiit in rvite base in this (iiil/jiiti(sc .-1t.i:otiiz t u t e  procwditigs, is idso 

highly uizusual. Whether or not the discount to book value achieved in the purchase price was, in 

the collective minds of UniSource management, related to Build Out Program cost overruns is not 

known. What the Utilities Division Staff unequivocally states herein is that i t  believes the 

negative acquisition adjustment should be considered as being attributable to the Build Out 

Program cost overruns. In other words, the negative acquisition adjustment for the gas properties 

can be viewed as the equivalent to a “rate case disallowance” that may have occurred had Citizens 

continued owning the Arizona gas properties and the i - x e  of the “imprudence” of the decision to 

continue the Build Out Prpgxxx in the face of changing conditions had been presented tvithin the 

Citizens rate case filed with the ACC in August 2002. 

While the Utilities Division Staff was cognizant of, and indeed appreciative of, 

UniSource’s voluntary reflection of a $30.7 million permanent negative acquisition adjustment in 

the current as well as future Arizona rate cases, it did not immediately accept such adjustment as 

the appropriate and only equitable remedy for the Build Out Program cost overruns. To the 

contrary, the Utilities Division Staff negotiated for another $20 million permanent gas plant 

disallowance attributable to the Build Out Program. This further permanent Build Out Program 

disallowance is described within Paragraph No. 36 (b) of the Settlement Agreement. 
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Thus, between UniSource's voluntary reflection of a $30.7 million permanent negative 

acquisition adjustment, and the Company's further concession as discussed at Paragraph No. 36 

(b) of the Settlement Agreement to another $10 million write down of Build Out Program costs, 

rates are being established under this Settlement -4greement based u p m  a plant in service value 

that is more than $40 million under that which was reflected [vithin Citizens' rate base proposal 

embodied within i tc  August 2002 rate application. 

Before leaving the topic of the Build Out Program-related write down and the negative 

acquisition adjustment, a brief discussion of the accounting and future rate impact of these 

transactions are in order. First, as discussed with Paragraph No. 35 of the Settlement Agreement, 

the negative acquisition adjustment will be initially recorded within FERC Account No. 114-Gas 

Plant Acquisition Adjustments. After the transaction is completed, the balance in FERC Account 

No. 114 will be transi'ctred to FERC account No. 108 - Accumulated Provision for Depreciation 

s f  Gas/Electric Utility Plant. The Company will th2n establish separate sub-accounts to FERC 

Account No. 108 to record an allocation of the total negat1L.e acquisition adjustment to each 

FERC plant-related account. The amortization of the negative acquisition adjustment shall be 

recorded as a debit to FERC Account No. 108 and a credit to FERC Account No. 406 - 

Amortization of GadElectric Plant Acquisition Adjustment. The credit amortization to Account 

No. 406 represents a negative expense. Inasmuch as the original cost of all electric and gas plant 

in service will remain in FERC Account No. 101 Gas/Electric Plant in Service, and be depreciated 

over the life of such plant, the negative amortization expense recognized in FERC Account No. 

406 will exactly offset the related depreciation expense on original cost gadelectric plant found in 

FERC Account No. 101 and being charged to FERC Account No. 408. The net result ofthis 
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perhaps somewhat confusing accounting jargon is that the uncimortized balance of the negativc 

acquisition adjustment will be reflected as a rate base reduction in all future rate cases until suc) 

time that such balance is fully amortized. Further, the negative amortization e.xpense charged tc 

FERC Accoiini No. 406 will ensure that ru tepqws  will n e i w  p q  cleprec~ntiori expense on the 

original cost of plant that has been reduced for ratemaking piirposes h.v the negative acquisitiofi 

adjrutment. 

With regard to the $10 million prudence disallowance related to the Build Out Program 

discussed at Paragraph No. 36 (b) of the Settlement Agreement, LJniSource has agreed to a 

permanent Lvrite down of the $10 million disallowance directly against original cost plant in 

service. The noted write down directly to plant in service n i l 1  ensure that ratepayers will never 

pay a return on, or a return of (i.e., depreciation), such permanently disallowed plant amounts. 

Several important points regarding the build Out Program should be summarized and 

emphasized. As noted, Staff is critical of Citizens for proceeding with the build out without 

further study to certain areas that turned out to be extremely high cost to serve. However. many 

of the construction projects included within the Build Out Program were incurred to serve 

territories for  which Citizens alreadv had an obligation to serve. Further, some of the pipe 

installed served a dual purpose of reinforcing existing service territories as well as enabling 

growth to previously unserved areas. If the Settlement Agreement is not approved, and if the 

Citizens August 2002 rate filing is litigated under a continued-Citizens-ownership scenario, it 

promises to be a complex and highly controversial case. Staff will have some legitimate 

criticisms of the Build Out Program to present. Conversely, Citizens will argue that prior to, and 
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during the Build Out Program, it had ACC support - if not an ACC mandate - to go forward with 

the program. Further, since as noted, some of the pipe installed served the dual purpose 01 

reinforcing the existing system as well as facilitating growth in new areas, quantification of a 

definite “imprudence” disallowance will prove somewhat subjective and no doubt highly 

controversial. In the final analysis. given the history and facts surrounding the program. i t  is 

difficult to envision an "imprudent:" disallom-ance under a contin~ied-Citi~ens-ou-nership 

scenario that will approach or exceed the cumulative value of the negative acquisition ( i .c7 $30.7) 

million and the additional $10 million prudence disallowance considered in the development of 

the settlement rates. For this as well as other reasons set forth throughout this report, the Staff 

strongly recommends that the Commission adopt the Settlement Agreement as presented. 

JniSource on December 

Other Cost of Service Adjustments 

Within the Joint Application filed by Citizens and 9, 2002, 

among other things, UniSource proposed to increase annual Arizona base gas rates bq 

.$, 16,645,370, or some 22.92 percent. Thus, the UniSource proposed increase tvas significantly 

less than the Citizens filed rate request of $21,005,521. The largest adjustments posed by 

UniSource within the cost of service it presented within the December 19, 2002, Joint Application 

to arrive at its proposed $16.7 million increase was the noted $30.7 million negative acquisition 

adjustment to rate base, as well as the attendant reduction in depreciation expense on the negative 

acquisition adjustment ($827,246). However, other smaller rate base and operating expense 

adjustments proposed by UniSource within the December 1 gth Joint Application have also been 

incorporated within the agreed upon gas cost of service used in establishing the stipulated rate 

increase. Briefly, we identify and describe the need for such other minor adjustments. 
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First, the Accumulated Deferred Income Taxes recorded on Citizens’ balance sheet as of 

the end of the 2001 historic test year have been eliminated from rate base consideration in 

developing the settlement rates. Upon consummation of the purchase, there will initially be no 

difference between “book” and “tax” plant records. The Accuinuli, :d Deferred Income Taxes 

which are on Citizens’ books and records will be extinguished upon completion of the sale - and 

will not be transferred to UniSnurce. Accordingly, it ‘A ‘15 ncccssary and equitable to eliminate 

this item from rate base consideration in the instant case. As UniSource begins to depreciate its 

acquired utility plant for tax purposes at an accelerated pace to that being recognized for book and 

regulatory purposes, this rate base offset will  again be established and proceed to grow. In future 

rate cases, the Accumulated Deferred Income Tax balance dccrued upon LJniSource’s books and 

records will again be reflected as a rate base offset. 

Second, in its August 2002 rate application, Citizens had proposed to utilize the Gains on 

Sales of two of its Arizona office buildings as a rate base offset. Further, consistent r\lth past 

ACC precedent, Citizens proposed to amortize one-half of‘the S a m  ti-om each sale over a f i \ e  

year period. Inasmuch as these “gains” have not becn transfened to UniSource through the 

purchase transaction, such Gains on Sale have been removed from rate base and operating income 

development employed in the design of the settlement rates being proposed. 

Third, still with regard to rate base development, UniSource had proposed to eliminate the 

“negative cash working capital” allowance that had been reflected within Citizens’ rate base 

proposal. UniSource argues that following the acquisition, it will - at least for a while - have an 

investment in working capital that Citizens did not. This UniSource position is questionable and, 
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in any event, probably temporary. Staff challenged this adjustment in settlement discussions, bui 

ultimately did not oppose its recognition in light of the immateriality of the item and in 

recognition of the “overall” benefits of the settlement proposal. 

Fourth, UniSource voluntarily removed the amortization of gas rate case expense that had 

been reflected within Citizens’ proposed cost of sen ‘:e detelopment. This 5 165,000 reduction i n  

expense has also been reflected within the settlement rates being recommended herein. 

Fifth, the net revenue reduction resulting from other adjustments discussed above also had 

a corollary effect on bad debt expense. This reduction reflected within UniSource’s December 

1 gth Joint Application is also reflected within the settlement rates being recommended herein. 

Finally, UniSource has proposed a different mix of capital, at different cost rates, than that 

proposed by Citizens w ithiii its August 2002 rate application. While the “after-tax” rate which 

UniSource has proposed (9.05 percent) is slightly higher than the “after-tax” rate included within 

Citizens’ August 2002 application (8.85 percent), on a “before-tax” or “revenue requirement” 

impact basis, UniSource’s cost of capital proposal results in a lower revenue requirement, as 

illustrated in the calculations below: 

. . .  

. . .  

. . .  
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.5 000 

Citizens’ Cost of Capital Proposal 

Description 
Cap i t a1 
Ratio 

I Equity I .5000 

Tax 
Weighted Conversion 

cost  Factor 

Before- 
Tax 

COC 

1 Total I 1.000 

Equity 

Tax 

.4000 1 11.00% 

cost  
Rate 

Long-Term 

Debt 

11.00% 1 5.50% 1 1.665640 

.6000 

6.7050 ! 3.35% 
I 

Weighted 1 Conversion 
Cost Factor 

UniSource’s Settlement Cost of Capital 

I 8.85% j 

cost 
Rate 

7.75% 
I 

i Total 1 1.000 

Before- 

COC 

I 

3.350% 

12.51 1% 

I 

4.65% 

9.05% 

As can be gleaned from the table above, Citizens’ higher equity ratio assumption - with its 

attendant tax ramifications - causes its proposed “true” or “before-tax’’ cost of capital to be higher 

than that being utilized in the development of rates being proposed within the Settlement 

Agreement. Further, we note that Citizens had lowered the common equity return that it thought 

to be justified in light of the significant increase it was requesting within its August 2002 rate 

filing. Specifically, Citizens presented testimony that purported to justify a 12.0 percent return on 

equity, but reflected only an 1 1 .O percent return on equity within the development of its retail cost 
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of service study. As noted on the table above, the Settlement Agreement rates continue to reflect 

the 1 1 .O percent return on equity first proposed by Citizens. 

Earlier, it was noted that Citizens' August 2002 rate application \vas much less czggressive 

than those which the Company had proposed throughout the 1990s. Specifically, Citizens 

voliintarily abandoned inany issues and posted many adJustments that it had previously lost in 

prior Arizona rate proceedings. Thus, i t  is fully expected that, but for the Build Out Program 

issues, relativ, to Citizens cases litigated during the 1990s, there would be far fewer issues, with 

much smaller dollar values, if the Citizens gas case were to proceed under a continued Cititeils 

ownership assumption scenario. 

The Utilities Division Staff considered the presentation of a number of smaller dollar 

revenue requirement issues in its negotiations with Citizens. However, ultimately the Utilities 

Division Staff determined, and is strongly urging herein. that adoption of the one significant 

periiiniierit $10 million Build Out Program adjustment in lieu of a small number of one-time or 

case-specific adjustments be accepted in the interest of rcaciiing a total overall settlement on gas 

rates, as well as other elements of this multi-faceted agreement. As noted within the prior section, 

the gains for ratepayers vis-a-vis reflection of the negative acquisition adjustment and the S 10 

million Build Out Program prudence disallowance represent significant permanent savings for 

ratepayers that Staff does not believe is likely achievable in a rate case under a continued- 

Citizens-ownership scenario. 
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Rate Spread and Rate Design 

The rates being proposed for each affected gas rate class are reflected on Appendix B - 

Schedule 3 to the Settlement Agreement. The rate increase was spread to rate classes on the basis 

of total retail gas revenues - inclusive of purchased gas cost. This rate spread is slightly more 

beneficial to residential users than would be a rate spread based upon “non-gas” cost revenues. 

We also note that the Settlement Agreement provides for a uniform set of base rates to be 

applicable to what was formerly the Northern Arizona Gas and Santa Cruz Gas Divisions. The 

proposal to consolidate the rates of thz t\vo noted divisions \ m s  included within recommendations 

incorporated within Citizens’ August 2002 rate application. The consolidation of tariffs had the 

impact of slightly lowering the increase that would have been generated in the Santa Cruz 

Division on a separate cost of service basis. In other words, if rates would have continued to have 

been based upon separate divisional cost of service stu lies, the Santa Cruz Division would have 

received a slightly higknr v + e  ixrpase in the instant csse. L:nder the settlement rates being 

proposed. UniSource will absorb the slight reL‘enue short lid1 between the recommended 

settlement rates and the rates that would have been designed for Santa Cruz on a divisional stand 

alone cost of service basis. 

Under the settlement rates being recommended for approval, the residential customer 

charge will be raised from the current Northern AGD $5.00 per month charge and current Santa 

Cruz AGD $5.26 per month charge to $7.00 per month. Citizens had proposed a residential 

customer charge of $10.00 per month, and had presented unit cost of service study information 

which purported to show a cost-justified residential customer charge of $15.99 per month. We 
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further note that the residential customer charge being established pursuant to the Settlement 

Agreement is somewhat below the current Southwest Gas Company customer charge of $8.00 per 

month. 

We also note that the current SCGD residential and small commercial tariffs employ a 

comples multi-stepned commodity rate. Under the proposed tar i  if, the multiple commodity steps 

will be replaced with one flat commodity rate. The impact of collapsing the multiple stepped 

commodity rates for the Santa Cruz Gas Division is that some extremely low volume gas users 

will experience an increase that is higher than the overall a\.ei-age increase being experienced by 

the entire residential rate class. However, the Settlement Agreement provides that the CARES 

discount program will be made available in the Santa Cruz Gas Division for the first time. Thus, 

to the extent the low volume users require financial assistance in paying their utility bills, the 

ZARES program will be available to them. 

The Small Volume Commercial monthly customer charge I S  being raised from S7.50 to 

$1 1.00. Citizens had proposed that the Small Volume Commercial customer charge be 

established at $13.00 per month, and presented cost of service studies that indicated that the Small 

Volume Commercial monthly customer charge should be $16.46 per month. 

Purchase Gas Adiustor (“PGA”) 

As noted within Paragraph No. 26 of the Settlement Agreement, the cost of purchased gas 

being rolled into base rates for all Arizona gas properties is $0.400 per therm. Inasmuch as base 

rates for the Northern Arizona and Santa Cruz Gas Divisions are being consolidated, it logically 
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and consistently follows that PGA base gas costs should be implemented on a consistent Arizona 

wide basis. Further, Citizens’ projections reflect no significant difference in the expectec 

delivered cost of gas for the two systems. Finally, while purchased gas costs have been volatilt 

and difficult to predict, the $0.400 per therm roll-in price appears to be appropriate, or perhaps c 

bit conservative, when compared with recent actual gas price experience as well as predictec 

future prices. Cltirnately, the actual purchased gas roll-in m1ount \\ 111 not ‘iffict customers’ tota 

bills, it only affects how much will be recovered within “base rates” versus how much will be 

surcharged or credited with implementation of a PGA factor. 

PGA Bank Balance 

The Settlement Agreement establishes within Paragraph No. 36 (a) that the Commission 

will not challenge the Company’s gas accounting and procurement practices affecting the PGA 

bank balance existing on or before October 29, 2002. However, recent and ongoing gas 

purchases, as well as the Company’s procurement yractices, reinain subject to ACC review. 

Revised Line Extension Tariff and Policv 

Appendix D to the Settlement Agreement reflects the revised Line Extension Tariff being 

proposed by the parties. Citizens’ currently-effective Line Extension Tariff provides for a 100 

foot allowance per potential new customer for main extensions to be installed at the Company’s 

cost. Specifically, under the current Citizens Line Extension Tariff, if more than 100 feet per 

customer is to be installed to be able to serve a new area or subdivision, the customers are to be 

assessed a prorata charge for the new main line based upon the number of feet needed in excess of 

the 100 feet per average customer that is being installed at the Company’s expense. Additionally, 
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the existing Line Extension Tariff provides that the Company will instal the gas service line from 

the distribution main to the customer’s property, and up to 60 feet on the Company’s property, at 

its expense -- regardless of cost. Further, to the extent a customer requires more than 60 feet of 

service line to be installed up his property, such service line installed in excess of 60 feet will be 

reimbursed by the customer at a cost rate of $8.00 per foot. 

The proposed Line Extension Tariff shown on Appendix B limits the Company’s main 

extension cost to 30 feet per new customer agreeing to utilize a gas hot water heater or a furnace. 

To the extent that more than 30 feet of main extension is required. the customer will be assessed a 

charge for the cost of the main extension in order to make thl: investment “economic” from the 

Company’s and existing customers’ point of view. The proposed Line Extension Tariff also 

provides for new customers to pay the cost for the service line installed by the Company on the 

customer’s property. The provisions in the proposed Liix Extension Tariff better ensure that 

existing customers will not significantly subsidize the higher costs being incurred to sene  nelv 

customers. Further, the Line Extension Tariffs being proposed u.ithin the Settlement Agreement 

is very similar to the Line Extension Tariffs approved by this Commission for Southwest Gas 

Company. 

. . .  

. . .  

. . .  

. . .  

. . .  
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ELECTRIC PURCHASED POWER AND FUEL ADJUSTOR CASE ANALYSIS 

hlaior Agreements Reached with Regard to Citizens .4rizona Electric Properties 

The Settlement Agreement provisions which will substantiall) iffect the AED customers 

when they become customers of the UniSource electric subsidiary ("ElecCo") are: 

0 Customers will not see any increase in the PPFAC rate from the portion of the under- 

recovered PPFAC balance related to the Old Contract ($87 million plus requested carrying 

costs) because UniSource and Citizens will forfeit their rights to this under-recovered 

amount. 

0 Customers will also avoid any increase in the PPFAC rate costs resulting from the under- 

recovered PPFAC balance related to the New Contract ($48 million plus requested 

carrying costs). These costs have accumulated since the time the New Contract went into 

effect (June 2001) and will accumulate up to the date of closing of the asset sale. 

UniSource and Citizens have agreed to forfeit their rights to this amount . 1 

0 Customers will enjoy long-term reductions in or avoidance of rate increases based upon 

the permanent reduction to the electric rate base in future rate cases due to the negative 

acquisition adjustment of approximately $93.8 million. 

' If closing occurs after July 28,2003, this amount will be larger than $48 million. 
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0 Customers will experience stability in power costs for the next five years (the remaining 

life of the New Contract). 

Custon!ers will have the ability to choose alternative power suppliers in less than two 

years because the Settlement Agreement requires that the service territories for the present 

AEDIthe future ElecCo be open to retail elec:,ic: competition by December 3 I ,  2004. 

0 If customers find lower alternative power prices, they will be able to benefit from those 

prices Lvithout the burden of stranded costs. 

0 An incentive in the Settlement Agreement provides for electric customers to receive sixty 

(60) percent of any savings as a result of any successful renegotiations with Pinnacle West 

Capital Corporation (“PWCC”) of the New Contract. 

0 The increase in electric rates will reflect only future actual power costs, resulting in a new 

adjustor rate of $0.01 825 per kWh. 

In Summary, customers will be better off under the Settlement Agreement than under any 

of the expected outcomes of the PPFAC case. 

Electric PPFAC Case Background 

The Settlement Agreement and acquisition by UniSource of Citizens electric assets will 

resolve all issues from Citizens’ PPFAC case, Docket No. E-01 032C-00-075 1, in which Citizens 
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requested major changes to its PPFAC. Citizens had originally requested full recovery of the 

under-recovered balance for purchase power costs that Citizens incurred. These costs were 

mainly due to a contract signed between Citizens and A P S  in  1995 (hereinafter referred to as the 

Old Contract). Citizens had requested a rate increase to collect the under-recoveTed balance 

(approximately $87 niillion as of June 2001) over a seven-year period. Citizens also requested 

recovery of all puxhased power costs related to a new agreenicnt that LL as negotiated between 

Citizens and PWCC effective June 1, 2001 (hereinafter referred to as the New Contract), plus a 

six (6) percent carrying charge for the under-recovered balance from the Old and New Contract. 

This total under-recovery IS projected to be at least $135 niillion by July 28, 2003. In addition. 

Citizens requested an increase in the adjustor rate from $0.000 per kWh to $0.01825 per kWh to 

accommodate the costs of purchased power under the Nevc Contract, as well as to reflect 

increased transmission costs. 

The foregoing requests, taken together, would ha\ e resulted in an adjustment factor 

sufficient to cover the costs of the New Contract plus the total amount projected to be under- 

recovered as of July 2003 (plus future carrying costs) of approximately $.0320 per kWh . 

. . .  

The major issues in the PPFAC case were whether Citizens should be allowed to collect 

all of its under-recovered balance, and whether costs under the New Contract should be fully 

recoverable. While there was no order in the PPFAC case, it is likely that the Commission’s 

decision would have been influenced by the positions supported by the Company, by Staff, and by 

others. The Company requested recovery of its under-recovered PPFAC balance over seven years 
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with a carrying cost charge of 6 percent. Staffs  proposals, which are discussed in section B 

below, would have resulted in a larger increase than will result from the Settlement. 

The largest portion of the PPFAC under-recovered balance resulted from Arizona Public 

Service Company (“APS”) bills under the Old Contract, from the summer of 2000 through May 

of 2001. Citizens is primarily a distribution utility, and h,is purchased most of its poner from 

APWPWCC under a FERC-approved wholesale contract. The increase in the PPFAC adjustor 

was intended to address, in addition to power costs, increases in transmission costs resulting from 

system gro\\th, and the replacement of the Lvholesale conti-,ict u ~ t h  a ne\(. contract. 

The Old Contract 

The Old Contract with APS contained nominal “rates” for demand and energy, under three 

different schedules, for baseload, intermediate, and peaking power. However, the contract also 

included “floor price” provisions which became the basis for pricing. The floor price \\ as defined 

by APS’ System Incremental Cost (“SIC”). As explained bc-.lo\c, there \\as a dispute betmeen 

Citizens and APS as to the precise definition and role of the SIC in determining what and how 

A P S  could charge Citizens for purchased power under the Old Contract. 

A P S  did not own enough generating plant capacity itself or through its Pinnacle West 

subsidiary to meet APS’ full load requirements, including its retail plus wholesale load (Citizens 

was included in the wholesale load). APS made up what would have been a shortfall by 

purchasing “on the market”, from others that had excess generation to sell. APS interpreted the 

SIC provision in the contract as allowing APS to charge Citizens the highest cost of market power 
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that it purchased every hour, while Citizens believed the SIC referred to only certain lower cost 

purchases. This difference in interpretation did not become evident when purchase power costs 

were low. However, beginning in May of 2000, market price increases for purchased power 

caused Citizens’ bills under the Old Contract to increase dramatically, such that the PPFAC and 

the amount of power costs recovered in base rates did not recover billed power costs. 

Citizens, in its testimonies in support of its request for a n  increase in its PPFAC, indicated 

that, based on Citizens’ interpretation of the SIC provisions, i t  believed APS had misinterpreted 

the SIC and other terms o f  the contract, and that Citizens‘ @\in interpretation of thc contract 

would have resulted in lower power costs and a much lower under-recovered balance. However, 

in the PPFAC case before the Commission, Citizens indicated that i t  had no plans to appeal to the 

FERC for an interpretation of the contract that might have reduced power costs and, therefore, its 

under-recovered balance. 

Terms of New Contract 

The New Contract, which took effect June 200 1, supplanted the old contract and contai S 

a very simple and stable pricing mechanism. The price of power was set at a fixed rate of 

$0.05879 per kWh for generation costs.2 The New Contract has a seven-year term starting June 1 ,  

2001 and is with Pinnacle West Corporation (“PWCC”), APS’  parent. Furthermore, the New 

Contract only requires Citizens to purchase power for those customers who purchase power from 

Citizens (as evidenced in the definition of “Buyer’s Full Load Requirements” in Exhibit A to the 

’ Line losses between delivery to Citizens and delivery to its customers mean that the cost to customers is about 10 
percent higher than this value. Citizens indicated that its transmission costs had increased because it had signed a 
contract with additional transmissiari capacity necessary to serve load growth in Mohave County. 
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contract3), whereas the Old Contract required that Citizens purchased fixed amounts of power. 

This means that Citizens and its successor will be able to allow customers choice of generation 

supplier with no stranded costs. 

Staff Proposals in the PPFAC Case Prior to the Joint Application 

In the PPFAC proceeding, Staff faulted Citi~ens’ niLincigemeiit of its p n c r  costs on a 

number of issues. Staffs recommendations would have resulted in a reduction of the allowed 

recovery from that requested by the Company, and might hmre resulted in a reduction of the 

under-recovered total amount.‘ Staf‘fs recommendations ‘ilso would have resulted in an 

elimination of carrying costs on the under-recovered balance. However, even if Staffs 

recommendations were accepted by the Commission, the result would have been that customers 

would have been asked to pay some significant amount toward the existing under-recovered 

t&nce. 

Staff recommended an immediate and complete disallon ance of $7 million of the iinder- 

recovered power costs. Staff argued that Citizens should be required to defer collection of the 

amount of dollars for which it had made claims that it had been over billed (as much as $70 

million) because of APS’ misinterpretation of the Old Contract, until it had made every effort to 

obtain relief from FERC or the courts. So, while the requested disallowance of $7 million and of 

carrying costs might have been ordered by the Commission, the final result of Staffs other 

recommendations would not have been known, because the results would depend on findings by 

There are certain exceptions that would allow Citizens to purchase some additional power, but these are extremely 
limited, including purchases from the Department of Energy for Aha Macav, and purchases necessary for reliability 
purposes. 
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the FERC. In short, the customers of the AED could still have been assessed this additional $70 

million depending on the outcome at FERC. The Settlement Agreement eliminates this 

uncertainty via the forfeiture by UniSource of the entire under-collected amount discussed above. 

With regard to the New Contract, Staff criticized the process by which the Company 

analyzed and committed to this contract. Staff did not argue that the N e w  Contract itself was 

imprudent, but rather suggested that the Commission should consider the New Contract in a 

further proceeding. However, Staff expected that there would be some significant increase in 

power costs, since electric prices were higher than the amount ofpower costs in base rates. 

Reducing power costs below those resulting from the New Contract would have been 

difficult. First, modifying the contract would have been extremely d Fficult, given that it had been 

approved by FERC. Any disallowance or imprudence finding would certainly have been 

appealed, delaying resolution still further. Second, even if C'itmns had defaulted on this contract, 

it would have had to find a replacement contract or contracts; and given the chaotic state of the 

western power market in the last two years, no assurance existed that a less expensive power 

source could have been found. In short, the price of purchased power in the New Contract might 

have appeared high but was not unreasonable given the volatile and expensive electricity 

environment that existed at the time the New Contract was negotiated. The Settlement 

Agreement will ensure that two years of under-recovered costs due to the New Contract would 

not be collected from electric customers, leaving at a maximum five years of higher purchased 

power costs under the New Contract. 

If FERC agreed that APS had overcharged Citizens. 4 
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At the present time, there are only five years remaining on the New Contract. While the 

price for purchased power under the New Contract, viewed in late 2001, might have seemed 

somewhat high, the same price is a better price today and for the next four years. Although the 

Western power market has settled down, gas costs, which are crucial in determining electric 

market prices, are distinctly higher than they were in 2001, and electric prices have been rising 

over the last year. 

the 

It is Staffs opinion that the lowest cost resolution from a Commission decision regarding 

ie\\ Contract, from a ratepayer standpoint. lvould not ha\  e resulted in  more than a 25 percent 

disallowance of the under-recovered amount resulting from the New Contract. It also seems 

unlikely that the Commission would have ordered Citizens to default on the contract. Thus, we 

expect that the PPFAC case would have resulted in an increase in the PPFAC adjustor to cover 

the New Contract, in addition to some increase related to :he under-recovered balance directly 

resulting from the New Contract. 

What the Settlement Agreement Should Be Compared to for Electric Customers 

The result of the Settlement Agreement should be compared to the rates that customers 

would have been paying without the sale and transfer, and particularly without the Company 

having given up the claim to the estimated amount of at least $135 million of the under-recovered 

balance as of July 28, 2003, plus carrying costs of more than $18 million, which would have 

brought the total to almost $154 million. Although we cannot know for certain what the exact 

resolution of the PPFAC case would have been, it is clear that it would have resulted in an 
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increase in power costs and customer bills significantly above what is contemplated in the 

settlement Agreement. 

Alternatives With and Without the Sale and Transfer 

The Settlement Agreement includes approval of a new adjustor rate of $0.01 825 per kWh 

due to purchase power costs resulting from the New Cmtract \\.it11 PWCC. The rate provisions of 

the New Contract are very simple, including only a single per kWh charge throughout the life of 

the contract, currently at seven years from June 1, 2001. Approval of the Settlement Agreement 

will result in approval of the Company’s collectins the o n p i n g  costs of this contract. The new 

PPFAC adjustor increases electric rates for the customers of ElecCo by approximately twenty-two 

(22) percent. However, as discussed above, the impacts to rates and electric customers would 

likely be significantly higher if not for the Settlement Agreement. Furthermore, several 

provisions exist in the Settlement Agreement to further mitigate and minimize the impact of the 

new adjustor rate, as will be discussed Lvith more specificit). in  the section on rate impacts, belon.. 

While there is less certainty regarding what customers Lvould have paid if the sale and transfer 

and Settlement had not occurred, the following sections discussed the more likely outcomes, if the 

PPFAC case proceeded to a hearing. 

When considering the impact of the increase in rates that would result from the New 

Contract, we should keep in mind that Citizens’ customers have been paying the same rates since 

the fall of 2001, and rates that were only slightly lower for a number of years. Thus, during a 

period in which power prices in the West in general went haywire, and the customers of most 

other utilities experienced some level of price increase, Citizens’ customers have had stable rates. 
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Potential Outcomes 

If the Settlement Agreement had not been proposed, customers would have been faced 

with an increase in the PPFAC to cover some amount of under-recovered PPFAC balance, and 

also to cover hisher ongoing power costs. 

To make a judgment about the Settlement .‘,greement. It IS usefd to compare the various 

potential outcomes directly. 

0 Settlement Agreement - no reco\.ery of under-reco\ered amounts from either the Old or 

New Contracts with increase in ongoing power costs from the date of closing. 

0 Worst case without Settlement - Company’s request for under-recovered amount from 

Old and New Contract (estimated to be at least $135 million as of July 28, 2003), plus 

future carryin2 costs, and ail costs associated with the New Contract, is approved. 

0 Best case without Settlement- Citizens takes the contract dispute to FERC, and FERC 

finds in its favor, reducing the under-recovery from the Old Contract by $70 million; 

Commission orders 25 percent denial of the under-recovery from the New Contract. 
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Rate Impacts of Potential Outcomes 

Impact on Different Alternatives on Customers of Citizens AED 

Residential MO 

Residential SC 

Small General Service MO 

% Increase 

38% 27% 

Small General Service SC 

Large General Service 
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$ $ 
0.060 0.078 

1 $1,321,433 1 $1,646,777 1 $1,891,872 1 $1,7 19,987 

$ $ 
0.092 0.082 

LPS (~69kv)  

i 

% Increase 
~ 

31% 54% 

Customers will be better off under the Settlement Agreement than under any of the 

expected outcomes of the PPFAC case. On average, customers' rates will be lower by about 12 

percent for the next seLen years under the Settlenient .Ayreetnent than they nould have been 

under the Company's PPFAC proposal. Also, there is a prevision in the Settlement As'eement 

that encourages UniSource to renegotiate the price of purchased power under the New Contract 

with APSiPWCC. This provision of the Settlement Agreement further provides that customers 

will receive 60 percent of the savings associated with any reduced price of purchase power under 

the New Contract. UniSource is currently attempting to ren:gotiate u i th APS PLVCC. 

Other Long-term Rate Impacts on Electric Customers 

In addition to minimizing the impact on electric customers by eliminating the under- 

recovered balance through the date of closing, and providing significant savings to electric 

customers if the New Contract purchase power price is renegotiated, the Settlement Agreement 

includes provisions designed to convey long-term benefits. Specifically, these include provisions 

regarding a reduction in the electric rate base, a commitment not to increase base rates for at least 

three years, and a possible consolidation of operations. 
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The negative acquisition premium of $93 million has the effect of removing half of the 

electric system’s rate base. This will reduce the return and depreciation component of rates by 

about $15 million, reducing the electric revenue requirement by this amount. This will be to thf: 

electric ratepayers’ benefit in future ElecCo rate cases. This reduction in the return will offset 

increases in other system costs, either delaying when a rate case can be filed or reducing the 

amount requested. 

The commitment to not file for an increase in base rates for three years means that even i f  

costs might justify an increase, men aiter the rate base reduction. the Company ‘I\ 111 not file a rate 

case during this period. This may delay the next possible increase in rates. 

In addition, the Settlement Agreement requires TEP to develop a feasibility study 

regarding the consolidation or coordination of the ope h o n s  of ElecCo in Santa Cruz County 

tvith the operations of TFp Cnnsolidation or coordination 113s the potential of increasin: 

efficiencies of system control and engineering, possibly  lo^ ering costs, and iiicrzasiiig r e l ~ a b ~ l i t j  
I 

in the region. 

Value of Retail Access 

The Settlement Agreement includes a provision that TEP commits to establishing a 

process for opening up the new ElecCo’s territories to retail competition by December 3 1, 2004. 

In the Settlement Agreement, UniSource agrees that stranded costs resulting from retail access 

shall be zero. This is implicit in the New Contract but this Settlement Agreement term provides 

additional customer protection. Since there will be no stranded costs, if there are lower cost 
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power providers available, there will be one less obstacle to customers changing their generation 

provider from ElecCo to less expensive providers. This term is the ultimate reality check on the 

New Contract. If the New Contract is priced above market prices, customers will be able to 

escape its terms by choosing alternative suppliers. 

A8ALYSIS OF FIN.ANCING OF THE SALE .AND TR.4NSFER OF UTIL,IT’L. ASSETS 

Background of Financing Issues 

Sections 16 through 20 of the Settlement Agreement address a range of financing issues 

that arose in the application. These sections of the Settlenieiit Agreement peiinit the New 

Companies to fund themselves through issuances of debt and equity. The debt issuances are 

limited to $175,000,000. The equity issuances are limited to $125,000,000. Overall, the target 

cJpital required for the transzction is approximately $250,000,000. 

The Loan from TEP to UniSource 

According to the Settlement Agreement, TEP can loan up to $50,000,000 for no more than 

four years to UniSource for the purpose of funding the acquisition. UniSource would then infuse 

the entire sum and other equity that it raises into either HoldCo (the new subsidiary formed by 

UniSource to hold the stock of the New Companies) or the New Companies as an equity 

investment. The TEP loan to UniSource will be secured by 100 percent of HoldCo’s or the New 

Companies’ equity. The loan will bear an interest rate of 383 basis points above the rate on an 

equivalent US Treasury security. The Settlement Agreement also provides that 264 basis points 

of the interest income will be deferred as a credit to customers. The deferral will reduce TEP’s 
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rates in the future (as an offset to rate base and expense). The remaining interest income from the 

loan is committed to build up TEP’s equity capitalization. increasing TEP’s equity capitalization 

from its currently low levels is in ratepayers’ interest because the increase improves TEP’s 

financial health and ability to provide service. 

The 383 basis-point spread is based on the spread betneeen BB-rated four-year energy debt 

and the yield on a four-year US Treasury security. A BB rating is appropriate for the loan 

because the loan should be priced according to UniSource’s risk, a company that is currently 

unrated. Staffs assumed BB rating is appropriate because I t  reflects a belo\\ -investment-grade 

rating. 

Hold Harmless Provision 

The Settlement Agreement contains a condition to hold TEP’s ratepayers harmless from 

any increases in TEP’s cost of capital as 3 result of the $ 5 0  million Ican. Thc hold-harmless 

provision on TEP’s cost of capital pro\ ides some assurance that ratepayers n ill  be held harmless 

and that TEP bear the burden to prove mitigating factors if the $50 million loan is shown to have 

harmed TEP’s cost of capital. 

Waiver of the 30 Percent Condition 

The Settlement Agreement waives a condition of Commission Decision Nos. 60480 and 62103. 

That condition, as amended, requires UniSource to invest 30 percent of all new equity proceeds 

directly in TEP. The Settlement Agreement waives the 30 percent condition for the purpose of 

financing this particular acquisition. The waiver is needed so that UniSource can invest all new 
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equity proceeds in the New Companies (via HoldCo) without diverting proceeds to TEP. The 

waiver is reasonable given the need to seek equity for utility-related businesses whose acquisition 

is in the public interest. 

Dividend Payout Restrictions on TEP and the New Companies 

The Settlement Agreement imposes a condition on the \ e n  Coinpanies such that they are 

restricted from paying more than 75 percent of their earnings out in dividends as long as their 

capital structures contain less than 40 percent equity. These restrictions are beneficial to 

ratepayers of the New Companies because they restrict the percentase of earnings that can be paid 

out as dividends to HoldCo when equity capitalization falls belon 40 percent. Retaining a certain 

amount of equity is important for a utility in order to provide service. 

The Settlement Agreement also modifies a previouz condition of Comrnission Decision 

No. 60480. Currently, TEP is ordered to pay no more than 75 percent of its earnings out in 

dividends as long as i t  has less than 37.5 percent equity capitalization. The Settlement Agreement 

increases the 37.5 percent threshold to 40 percent. This modification enhances existing TEP 

ratepayer protection because it raises the hurdle below which TEP is restricted in paying 

dividends to its parent UniSource. 

Guarantee of Affiliate Debt 

The issue of TEP’s guaranteeing UniSource or other affiliates’ debt did not arise in this 

case: no guarantee authority was requested. The circumstances in this case are different from 

recent cases in which A P S  requested authority to lend funds to, or guarantee debt of, affiliates. In 
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those cases, APS requested authority to support an unregulated affiliate that operated in the 

merchant energy market along with competitors. Two concerns, amongst others, arose in those 

cases: regulated utility support of a competitive merchant operation and risk to the regulated 

utility. This case presents entirely different circumstances because the Jan is ultimately going to 

support regulated operations serving captive customers. In  this case, TEP \\auld not be 

supporting a competitive merchant operation and uould not be exposed to the risk of the 

merchant energy market. Therefore, the question whether the public interest would be better 

served throxgh a guarantee versus through a loan is effectively not issue in this case. 

CONCLUSION 

Staff believes that the Settlement Agreement is the result of a fair negotiation process and 

that intervenors were given adequate opportunity for input and to sign the Settlement Agreement 

or to arrive at their own agreement with UniSource and Citizens. Staff negotiated the Settlement 

Agreement in good faith and n i t h  both the short and Ions-tznn interests of the rate payers at 

heart. 

In conclusion, Staff believes that the benefits of the forgiveness of the large under- 

recovered PPFAC balance, the three-year rate moratorium for both electric and gas operations, the 

significant permanent reductions to rate base related to the purchase of the Citizens assets at a 

price below book value and Build Out Program disallowances far outweigh the rate and adjustor 

factor increases that are included in the Settlement Agreement. The Settlement Agreement 

relieves ratepayers from exposure to even higher rates now and in the future that may have 

resulted from litigation at the Commission or appellate court level. Finally, Staff believes that the 
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Settlement Agreement reasonably balances diverse interests, is consistent with the public interest 

and should be adopted by the Commission. 
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